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NOTICE TO READERS
The American Institute of Certified Public Accountants has issued 
a series of industry-oriented audit guides that present recommenda­
tions on auditing procedures and auditors’ reports and, in some 
instances, on accounting principles, and a series of accounting guides 
that present recommendations on accounting principles. Based on 
experience in the application of these guides, AICPA subcommittees 
or task forces may from time to time conclude that it is desirable to 
change a guide. A statement of position is used to revise or clarify 
certain of the recommendations in the guide to which it relates. A 
statement of position represents the considered judgment of the re­
sponsible AICPA subcommittee or task force.
To the extent that a statement of position is concerned with auditing 
procedures and auditors’ reports, its degree of authority is the same 
as that of the audit guide to which it relates. As to such matters, 
members should be aware that they may be called upon to justify 
departures from the recommendations of the subcommittee or task 
force.
To the extent that a statement of position relates to standards of 
financial accounting or reporting (accounting principles), the recom­
mendations of the subcommittee or task force are subject to ultimate 
disposition by the Financial Accounting Standards Board. The recom­
mendations are made for the purpose of urging the FASB to promul­
gate standards that the subcommittee or task force believes would be 
in the public interest.
Subcommittee on Health Care Matters
A l b e r t  A . C a r d o n e , Chairman 
R o n a l d  B . A s h w o r t h  
M a r v in  E .  B a k e r  
C h a r l e s  K. B r a d f o r d  
J o h n  E .  B u e l t  
E d w a r d  B . H in k e r  
H . C a r l t o n  M o o r e  
B e r n a r d  F. O ’N e i l , J r . 
B e r n a r d  H . R o ss  
D a r w in  W . S c h l a g , J r .
D a v id  M . T u r n e r  
D a v id  D . W i l l m a n
AICPA Staff:
J o s e p h  F. M o r a g l io , Director 
Federal Government 
Relations Division 
L y s l e  P. H o l l e n b e c k ,
Senior Manager 
Federal Government 
Relations Division 
R o b e r t  C .  M u l l i n s , Manager 
Federal Government 
Relations Division
The subcommittee gratefully acknowledges the contributions made 
to the development of this Statement of Position by former members 
of the subcommittee Robert A. Cerrone, William Freitag, Robert A. 
Jordan, Robert F. Rosenstiel, and Allen J. Winick, and by former 
AICPA staff aide to the subcommittee, Edward J. Mazur.
Table of Contents
Introduction .......................
Background.........................
Auditing Procedures ........
Accounting and Disclosure 
Reporting Considerations .
Hospital Audit Guide
Introduction
In 1972, the AICPA issued the industry audit guide, Hospital 
Audit Guide. Chapter 5 of that guide includes suggested auditing 
procedures relating to claims against a hospital for negligence and 
malpractice, including possible disclosure of contingent liabilities. 
The size of current malpractice claim settlements, the substantial 
increase in malpractice insurance rates, the increasing practice of 
hospitals to reduce or terminate malpractice liability coverage, 
and other factors are conditions that differ significantly from those 
prevailing at the time the guide was issued. The AICPA Subcom­
mittee on Health Care Matters believes that item five on page 25 
of the guide should be superseded and replaced by this state­
ment of position.
Background
Over the years, hospital malpractice risks were generally cov­
ered by insurance on an occurrence basis1 at reasonable costs. 
Insurers found the business desirable and actively competed for 
it. Medicare, Medicaid, and other third-party payors have long 
recognized the premiums for such insurance as allowable costs of 
conducting the operations of a hospital.
The major changes that have taken place in hospital malprac­
tice insurance have resulted from the changing social climate in 
the United States. Increased emphasis on consumerism and greater 
public awareness of the possibility of bringing suit, among other 
factors, have created an entirely new environment for malpractice 
claims. In this environment, professionals and institutions are be­
ing treated somewhat as guarantors of the success of their efforts. 
Juries in court cases are disposed to awarding large amounts of 
money, and suits brought by individuals on reaching their major­
ity for occurrences during their infancy have added to the prob­
1 A policy that insures for incidents that occur during the period of cover­
age is on an “occurrence” basis.
5
lems in this area. As a result, malpractice costs have increased 
significantly.
Insurers reacted in varying ways—by reducing or attempt­
ing to reduce the limits of their liability (for example, switching 
from occurrence to claims-made policies,2 lowering limits on poli­
cies, and offering policies with very large deductibles), by raising 
premiums, and by refusing to renew policies and withdrawing 
from this aspect of the insurance business.
Hospitals, too, reacted in a variety of ways to control the 
cost of malpracti9e insurance. Some assumed or increased de­
ductibles in basic policies, thus becoming partially uninsured. 
Others chose to cancel all malpractice coverage, thus becoming 
totally uninsured. Hospital groups throughout the country 
formed captive insurance companies; however, due to insuffi­
cient experience the premiums are retrospective in many cases.
Some insurance commissioners have tried to force insurers to 
continue to insure malpractice risks, but many major insurers 
have withdrawn. Several state legislatures have passed laws lim­
iting the liability of the providers and requiring an arbitration­
like procedure relating to malpractice cases. However, at least 
one such law has been declared unconstitutional.
It appears that one of the reasons for the withdrawal of insurers 
from this business is the difficulty of estimating potential losses. 
This may tend to diminish as improved estimation techniques are 
developed and as claims settled under present conditions become 
part of the body of experience. The effect of inflation represents 
an additional variable which complicates the process of estimat­
ing losses.
Auditing Procedures
Auditors should give particular attention to whether loss con­
tingencies resulting from malpractice risks have been accrued 
for and disclosed in accordance with the requirements of FASB 
Statement No. 5, Accounting for Contingencies, and FASB Inter­
pretation No. 14, Reasonable Estimation of the Amount of a Loss.
In evaluating the reasonableness of the accrual for estimated 
losses from malpractice claims, the auditor should include in his
2 A policy that insures for claims made during the period of coverage is 
on a “claims-made” basis.
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consideration the amount of insurance coverage, the insurance 
adjuster’s evaluation of known claims, the financial reputation of 
the insurer, the type of coverage (claims-made or occurrence), 
the amount of the deductible provisions, the possibility of retro­
spective adjustments, and related legal and other costs.
With respect to litigation, claims, and assessments, paragraph 
4 of Statement on Auditing Standards No. 12, Inquiry of a Client’s 
Lawyer Concerning Litigation, Claims, and Assessments, states 
that the independent auditor should obtain evidential matter rele­
vant to the following factors:
•  The existence of a condition, situation, or set of circumstances 
indicating an uncertainty as to the possible loss to an entity 
arising from litigation, claims, and assessments.
•  The period in which the underlying cause for legal action 
occurred.
•  The degree of probability of an unfavorable outcome.
•  The amount or range of potential loss.
In addition, the auditor should apply the procedures outlined 
in paragraphs 5 and 6 of SAS No. 12, which are summarized 
below:
•  Inquire of and discuss with management the policies and 
procedures adopted for identifying, evaluating, and account­
ing for litigation, claims, and assessments.
•  Obtain from management a description and evaluation of 
litigation, claims, and assessments.
•  Examine documents in the client’s possession concerning liti­
gation, claims, and assessments.
•  Obtain assurance from management that it has disclosed 
all unasserted claims that the lawyer has advised are prob­
able of assertion and must be disclosed in accordance with 
FASB Statement No. 5.
•  Request the client’s management to send a letter of inquiry 
to those lawyers with whom management consulted con­
cerning litigation, claims, and assessments.
The independent auditor’s examination normally includes cer­
tain other procedures undertaken for different purposes that might 
also disclose litigation, claims, and assessments, such as reading
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minutes of meetings, contracts, agreements, and correspond­
ence, and inspecting other pertinent documents (SAS No. 12, 
paragraph 7). Attention should also be given to internal con­
trols and procedures related to identifying malpractice incidents.
A letter of audit inquiry to the lawyer handling the claims is 
the auditor’s primary means of obtaining corroboration of the in­
formation furnished by management concerning claims made and 
known incidents for which claims have not been made that are 
either uninsured or in excess of insurance coverage. SAS No. 12 
should be followed to solicit legal counsel’s evaluation of the 
likelihood of an unfavorable outcome of litigation, claims, and as­
sessments and his estimate, if one can be made, of the amount 
or range of potential loss.
As to unasserted claims, paragraph 30 of FASB Statement 
No. 5, Accounting for Contingencies, indicates there should be 
a provision for
uninsured losses resulting from injury to others or damage to the 
property of others that took place prior to the date of the financial 
statements, even though the enterprise may not become aware 
of those matters until after that date, if the experience of the 
enterprise or other information enables it to make a reasonable 
estimate of the loss that was incurred prior to the date of its 
financial statements.
It would be appropriate for the auditor to consider prior estimates 
and prior loss experience, analyses of the frequency of past claims, 
and other actuarial considerations in evaluating the reasonableness 
of management’s estimate of the loss (if any) that was incurred 
with respect to unasserted claims before the date of the financial 
statements. Although the experience of an individual hospital may 
not be statistically significant, the experience of larger units of 
similar character or of aggregates of similar institutions may be a 
useful guide.
When the hospital’s malpractice risks are insured on a claims- 
,made basis, the auditor should obtain a written representation 
from management, if applicable, that it intends to renew the 
hospital’s malpractice insurance coverage on a claims-made basis 
and that it has no reason to believe that the hospital may be pre­
vented from renewing such coverage.
The cancellation (or termination) of claims-made malpractice 
insurance coverage will generally cause the hospital to be at risk
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for all unreported incidents that occurred during the term of the 
cancelled policy unless, at cancellation, coverage was obtained 
for such incidents. Such cancellation may give rise, therefore, to a 
liability for unreported incidents that occurred prior to cancella­
tion. Since terms for notifying the carrier of malpractice incidents 
vary, the policy should be reviewed for specific requirements.
Accounting and Disclosure
The estimated loss contingency resulting from malpractice risks 
should be accrued for and disclosed in conformity with the pro­
visions of FASB Statement No. 5 and FASB Interpretation No. 14. 
A loss contingency should be accrued for if an incident of mal­
practice has occurred that results in a probable loss that can be 
reasonably estimated. Current circumstances may make it dif­
ficult to estimate the amount of the loss. A qualified actuary may 
be helpful both in deriving estimates of losses incurred but not re­
ported and in quantifying the uncertainties inherent in such 
estimates.3
If the hospital has exposure to material malpractice contingen­
cies in excess of amounts accruable under FASB Statement No. 5 
and FASB Interpretation No. 14, such contingencies should be 
disclosed in accordance with paragraphs 9 through 11 of FASB 
Statement No. 5.
Because of the significance of malpractice risks and the related 
costs, disclosure of a hospital’s policy with regard to malpractice 
insurance coverage and changes in that policy may be necessary 
for presentation of the financial statements in conformity with 
generally accepted accounting principles. If premiums are de­
termined retrospectively, disclosure of that fact may be necessary. 
Particular attention should be paid to paragraphs 44 and 45 of 
FASB Statement No. 5 if a hospital or group of hospitals insures 
malpractice risks through a captive or joint insurance company or 
if a hospital’s malpractice insurance premiums are determined 
retrospectively.
FASB Statement No. 5 requires disclosure of unasserted claims 
only if it is probable that a claim will be asserted and there is a 
reasonable possibility that the outcome will be unfavorable.
3 In such circumstances, the independent auditor should be guided by the 
provisions of SAS No. 11, Using the Work of a Specialist.
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Because of the significance of malpractice risks to hospitals, the 
Subcommittee on Health Care Matters recommends that hospitals 
also disclose in their financial statements the possibility of losses 
from unasserted claims that do not meet those criteria.
An example of appropriate financial statement disclosure of un­
certainties arising from possible malpractice follows.
Malpractice claims in excess of insurance coverage have been 
asserted against the hospital by various claimants. The claims 
are in various stages of processing and some may ultimately be 
brought to trial. Counsel is unable to conclude about the ultimate 
outcome of the actions. There are known incidents occurring 
through (balance sheet date) that may result in the assertion 
of additional claims, and other claims may be asserted arising 
from services provided to patients in the past. The hospital 
is unable to estimate the ultimate cost, if any, of the settlement 
of such potential claims and, accordingly, no accrual has been 
made for them.
If the hospital has changed its malpractice insurance coverage 
from an occurrence basis policy to a claims-made policy, it may 
be appropriate to disclose the related facts and circumstances in 
the financial statements. The following is an example of such 
disclosure.
Effective January 1, 19XX, the hospital changed its mal­
practice insurance coverage from an occurrence basis policy to 
a claims-made policy. Claims based on occurrences prior to 
January 1, 19XX, are insured under the old policy. Should the 
claims-made policy not be renewed or replaced with equivalent 
insurance, claims based on occurrences during its term but re­
ported subsequently will be uninsured.
In the first year a hospital is uninsured for its malpractice risks 
to any material degree, whether by use of deductibles or other­
wise, the related facts and circumstances should be described in 
the financial statements. Such disclosure should include the effect 
on comparability of insurance expense in the year of change. The 
following is an example of such disclosure.
The hospital has terminated its malpractice coverage as of the 
beginning of the current year. In the prior year, malpractice 
insurance premiums in the amount of $_____  were charged to
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income. During the current year, no charges for premiums or for
actual or potential claims have been made.
Information may become available after the balance sheet date, 
but before the issuance of the auditor’s report, indicating that it 
was probable that a malpractice loss had been incurred as of the 
balance sheet date. When the amount of the loss can be reason­
ably estimated, it should be accrued by a charge to income (see 
paragraph 8 of FASB Statement No. 5). An example would be the 
filing of a claim after the balance sheet date which relates to ser­
vices rendered prior to that date. Information may become avail­
able after the balance sheet date, but before the issuance of the 
auditor’s report, which may require disclosure so that the financial 
statements will not be misleading (see paragraph 11 of FASB 
Statement No. 5). An example of a subsequent event that may re­
quire disclosure is the termination of a hospital’s malpractice in­
surance coverage.
Malpractice loss amounts eligible for reimbursement by third- 
party payors may be materially different from amounts accruable 
under FASB Statement No. 5. Recognition should be given to the 
effect of timing differences that may result.4 In addition, any re­
strictions on funds required to be set aside should be disclosed.
Reporting Considerations
If the estimated loss arising from alleged malpractice is accrued 
for and disclosed in conformity with the provisions of paragraphs 
8 through 11 of FASB Statement No. 5 and FASB Interpretation 
No. 14, and if there is no material exposure to losses from claims 
and potential claims in excess of the amount accrued, or if all 
claims and potential claims are adequately covered by insurance, 
the auditor should not modify his report with respect to such 
claims.
Statement on Auditing Standards No. 2, paragraph 15, states that 
the auditor should express a qualified or an adverse opinion when 
financial statements examined in accordance with generally ac­
cepted auditing standards are materially affected by a departure 
from generally accepted accounting principles. The following is an
4 See page 5 of the Hospital Audit Guide for the discussion, "Third-Party 
Reimbursement Timing Differences.”
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example of a modification of the auditor’s report, along with an 
example of appropriate financial statement disclosure, when a 
hospital makes a provision for malpractice losses that is materially 
different from the amount that should be accrued under FASB 
Statement No. 5 and FASB Interpretation No. 14.
(Scope Paragraph—Standard Wording)
(Separate Paragraph)
As described in Note X, claims for alleged malpractice in excess 
of insurance coverage have been asserted against the hospital 
by various claimants, and additional material claims may be as­
serted arising from services provided to patients in the past. The
hospital has charged income with a provision of $_____ for losses
related to uninsured malpractice claims. The ultimate liability of 
the hospital resulting from such claims is not presently determin­
able. Generally accepted accounting principles preclude a charge 
to income for a provision for loss contingencies that cannot be 
reasonably estimated.
(Opinion Paragraph)
In our opinion, except for the effect of recording a provision for 
losses related to malpractice claims which cannot be reasonably 
estimated, the financial statements referred to above present fairly 
. . .  in conformity with generally accepted accounting principles.. . .
(Financial Statement Disclosure)
Malpractice claims in excess of insurance coverage have been 
asserted against the hospital by various claimants, and additional 
claims may be asserted for known incidents through (balance 
sheet date). The claims are in various stages of processing and 
some may ultimately be brought to trial. Counsel is unable to 
conclude about the ultimate outcome of the actions commenced. 
Moreover, additional material claims arising from services pro­
vided to patients in the past may be asserted. The hospital is 
unable to estimate the ultimate cost of the settlement of such 
potential claims. Although the amount of the losses from unin­
sured malpractice claims cannot be reasonably estimated, the 
hospital considers it prudent to record a provision for such losses 
and accordingly has charged income with a provision of $_____
The auditor should consult relevant statements on auditing 
standards to determine the need, if any, for otherwise modifying 
his report because of malpractice contingencies.
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